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SUBJECT: | nsurance D vidend Deduction/ Renove Conmercial Dom cil e/ Repeal of Water’s-
Edge NO limtation/Taxpayer Notices

SUWARY OF BILL

This bill would do the foll ow ng:

1. For corporations that are comrercially domciled outside of California, renove
the prohibition on deducting dividends received from an insurance conpany
subsidiary operating in California and subject to the gross premuns tax. Al
corporations would be permtted to deduct dividends regardl ess of where
commercially domciled. See the department’s analysis of the bill as
i nt roduced.

2. Correct an error inadvertently created by SB 1229 (Stats. 1999, Ch. 987), and

carry out the intent of SB 1229 by providing relief fromthe annual |limted
partnership tax for specified limted partnerships. See “Linmited Partnerships”
on page 2.

3. Elimnate the water’ s-edge net operating loss (NOL) limtation provision. See
“Repeal of Water’s-Edge NOL Limtation” on page 4.

SUWARY OF AMENDMENT

The April 10, 2000, anendnments added the | ast two provisions discussed above and
added a provision establishing a statute of limtations for collection actions.

The May 8, 2000, amendnents rempoved the provision regarding the statute of
[imtation for collection actions.

The departnent’s analysis of the bill as introduced February 25, 2000, stil
applies. The two new provisions are discussed separately bel ow

EFFECTI VE DATE

As a tax levy, this bill would becone effective i mediately upon enactnent. The
operative dates of the specific provisions are discussed in the analysis of each
provi si on.

SUWARY OF FI SCAL | MPACT

The April 10, 2000, and May 8, 2000, anmendnents woul d increase estimted revenue
| osses by an additional $1 million annually. Revenue |osses for the bill as
i ntroduced February 25, 2000, could not be quantified.
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The anmendnents added two provisions, one that inpacts revenue. The provision
elimnating the present |aw water’s-edge net operating loss limtation would

i ncrease revenue | osses by an additional $1 nmillion annually beginning in 2000-
01.

Esti mat ed Revenue | npact of SB 2171
As Amended 4/10/00 and 5/8/00
[$ In MIlions]

Pr ovi si on 2000- 01 2001-02 2002-03
Rermove commer ci al unknown unknown unknown
limtation | osses | osses | osses

Granting relief to al
LPs (current |aw

clarification) no i npact no i npact no i npact
El i m nate water's-edge
NOL Iimtation -$1 -$1 -$1

BOARD POSI TI ON

Pendi ng.

The Franchi se Tax Board voted at its January 12, 1998, neeting to sponsor the

| anguage to renove the conmercial domicile prohibition. The Franchi se Tax Board
voted at its Decenber 16, 1998, neeting to sponsor |anguage to provide relief
fromthe annual limted partnership tax for inconpletely cancelled limted
partnershi ps. The Franchise Tax Board voted at its Decenber 16, 1999, neeting to
sponsor the | anguage to renove the water’ s-edge NOL limtation.

2. Limted Partnerships

EFFECTI VE DATE

The bill specifies that this provision is consistent with the anendnments made by
SB 1229 (Stats. 1999, Ch. 987) and is declaratory of existing |law. Thus, this
provision of the bill would apply retroactively to taxable years begi nning on or

after January 1, 1997, as did SB 1229.
BACKGROUND

In 1993 the |imted partnership (LP) tax was extended to all LPs organized in
this state or registered with the Secretary of State (SOS) to transact business
inthis state. The tax was required to be paid for each taxable year until a
certificate of dissolution or cancellation was filed with the SOCS.

The portion of the statutory | anguage allowi ng the obligation to pay the tax to
be extinguished by filing a certificate of dissolution was enacted in error. It
was erroneous because under the Corporations Code the existence of a corporation
i s extinguished by dissolution; the existence of an LP is extinguished by
cancel l ation. Consequently, filing a certificate of dissolution is not the
correct nmethod to extinguish the existence of an LP



Senate Bill 2171(Senate Revenue & Taxation Comittee)
Amrended May 8, 2000
Page 3

This error was corrected in 1997 with the enactnment of SB 1106 (Stats. 1997, Ch.
604). Effective for taxable years beginning on or after January 1, 1997, a
certificate of cancellation was the only filing that would extinguish liability
for the LP tax. However, this legislation did not provide transitional relief
for an LP that had stopped doing business, filed a final tax return, and filed a
certificate of dissolution, but failed to file a certificate of cancellation with
t he SCS.

SB 1229 (Stats. 1999, Ch. 987) provided relief fromthe tax for LPs that ceased
doi ng business prior to January 1, 1997, that filed a final tax return with FTB,
and that filed a certificate of dissolution with the SCS.

However, as drafted, SB 1229 erroneously limted the relief to LPs that file a
certificate of cancellation with the SOS on or after Cctober 10, 1999. A
substantial nunber of LPs filed certificates of cancellation with the SOS prior
to Cctober 10, 1999. As the law is presently witten, these entities are
excluded fromrelief under SB 1229. This was not the intent of SB 1229.

SPECI FI C FI NDI NGS

Current law requires every LP doing business in California, organized under the
laws of California, or registered with the SOS to transact intrastate business in
California to pay an annual tax. The ampunt of the tax is equal to the m ni num
franchise tax (currently $800). The tax is required to be paid for each taxable
year, or part thereof, until a certificate of cancellation is filed with the SCS.

This provision of the bill would provide that certain LPs would not be subject to
the annual tax for any period following the date the certificate of dissolution
was filed with the SOS, but only if the LP files a certificate of cancellation
with the SOS. The relief would be provided for LPs that ceased doi ng business
prior to January 1, 1997, filed a final tax return with FTB for a taxabl e year
endi ng before January 1, 1997, and filed a certificate of dissolution with the
SCS prior to January 1, 1997. However, the relief would be provided only if the
LP files a certificate of cancellation with the SOS. In the case where a notice
of proposed deficiency assessnment (NPA) or a notice of tax due (NTD) is nailed to
an LP after January 1, 2001, the LP has 60 days after the mailing date of the NPA
or NTDto file a certificate of cancellation with the SOS to be eligible for
relief.

Pol i cy Consi derati ons

This bill would correct an inadvertent error created by SB 1229 and woul d
carry out the intent of SB 1229. Nothing in the |egislative history of

SB 1229 indicates that it was the intent that relief should be denied if the
LP filed the certificate of cancellation with the SCS prior to the date of
enact ment of SB 1229 (COctober 10, 1999).

| npl enent ati on Consi derations

I npl enenting this provision wuld provide relief for approxi mately 150
taxpayers that neet the intent but not the literal |anguage of the current
statute.
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FI SCAL | MPACT

Departnmental Costs

This provision would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The revenue associated with granting relief to all LPs was included in the

revenue estimate for SB 1229. This provision of the bill is consistent with
the intent of SB 1229 and is considered declaratory of existing |aw.  Thus,
this provision of the bill would not inpact PIT revenues.

3. Repeal of Water’s-Edge NOL Limtation

EFFECTI VE DATE

This provision wwuld apply to i nconme years beginning on or after January 1, 2000.

SPECI FI C FI NDI NGS

CGenerally, a net operating loss (NOL) results when a taxpayer's busi ness expenses
exceed inconme in a particular year. The resulting "operating |loss" for that year
may be carried forward or back (federal only) as a "net operating | oss."

For federal purposes, an NOL can be carried back to each of the two preceding
years and carried forward to each of the 20 foll owi ng years.

Federal law treats an NOL as a tax attribute of the taxpayer. Thus, if a
corporation with NOLs (“loss corporation”) ceases to exist as a result of a
reorgani zati on or |iquidation described in Internal Revenue Code (IRC) Section
381, the successor corporation will stand in the shoes of the |oss corporation
with respect to claimng deductions of the NOLs.

If there has been an ownership change in which the percentage of a | oss
corporation’s stock owned by 5% sharehol ders increases by nore than 50 percentage
points, then a ceiling is placed on the amobunt of the | oss corporation’s NOLs
that can be deducted in any one year. The ceiling is the value of the | oss
corporation inmedi ately before the ownership change, nmultiplied by the [ong-term
t ax-exenpt rate'. The purpose of the ceiling is to prevent buying and selling of
| oss corporations by profitable businesses for the sole purpose of acquiring
unused NOL carryovers.

When a consolidated return is filed for federal purposes, NOLs are generally
conmputed and carried back or forward on a consolidated group basis. Exceptions
occur when corporations enter or |eave the consolidated group. |If an entering
menmber has an NOL carryover froma pre-consolidation year (this is ternmed a
“separate return [imtation year,” or SRLY), that NOL may be deducted agai nst
only the portion of the consolidated taxable income that is attributable to that
cor poration.

! The long-termtax-exenpt rate neans the highest of the adjusted federal long-termrates in

effect for any nonth in the three-cal endar nonth period ending with the calendar nonth in which the
owner shi p occurs.
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If a corporation that generated a consolidated NOL carryover |eaves the
consolidated group, it takes with it an allocated portion of the group’ s unused
NOL carryover

State | aw generally conforms to the federal NOL provisions with three major
exceptions: (1) California | aw does not permt carry-back of the NOL deducti on,
(2) carryover is generally limted to five years, and (3) generally only 50% of
the NOL can be carried forward.

State | aw contains special NOL provisions for taxpayers that operate “new

busi nesses” or “eligible small businesses;” suffer disaster |osses; and that
oper ate busi nesses within an enterprise zone, a |local agency mlitary base
recovery area (LAMBRA), or a targeted tax area (TTA). Specific details of these
speci al provisions are not provided since they are not relevant to the problem
di scussed in this proposal.

The follow ng table recaps the various California NOL provisions:

Type of NOL NOL % Al lowed to Carryover
be Carried Over Peri od

General NOL 50% 5 Years
New Busi ness Year 1 100% 8 Years
Year 2 100% 7 Years

Year 3 100% 6 Years

El i gi bl e Smal | Busi ness 100% 5 Years
Specified Di saster Loss 100% 5 Years
50% 10 Years

LAMBRA, TTA & EZ 100% 15 Years

In the case of corporations doing business both within and without this state,
California, as do nost states, taxes corporations exclusively on a source basis.
The amount of California source incone is determ ned by use of an apporti onnent
formula. While a state cannot tax incone from sources outside the state, it is
simlarly not obligated to consider |osses fromsources outside the state. Thus,
t he applicable apportionnment rule governing NOLs (Section 25108) provides that a
taxpayer has a California NOL based on the sum (or net) of its California-
apportioned incone (or loss) and its allocated inconme (or |oss).

NOLs - Conbi ned Report & Water’ s-Edge

California does not conformto the federal consolidated return rul es. | nst ead,
California source income for corporations that operate both within and w t hout
the state is determ ned using unitary principles and conbined reporting. Under
the worl dw de conbi ned reporting nethod, the income of related affiliates that
are nenbers of a unitary business is conmbined to determ ne the total income of
the unitary group. A share of that income is then apportioned to California and
to the taxpayer nenbers on the basis of relative |levels of business activity in
the state as measured by property, payroll, and sales.

As an alternative to the worl dw de conbi ned report, California | aw all ows
corporations to elect to determine their incone on a “water’s-edge” basis.

Wat er’ s-edge el ectors generally may exclude unitary foreign affiliates fromthe
conmbi ned report used to determ ne inconme derived fromor attributable to
California sources.
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A fundanental difference between a California conbined report (either worldw de
or water’s-edge) and a federal consolidated return is the concept of a group
versus separate entities. The federal consolidated return generally treats the
group as a single taxpayer. The nenbers of a California conbined report are
treated as a unit for purposes of conbination and apportionment, but their
separate entity status is preserved for all other purposes.

Unli ke federal consolidated NOLs that are generally conputed on a group basis,
NOLS of nenbers of a California conbined report are separately conputed. Each

t axpayer nenber of a California conbined report is attributed a share of the
unitary group’s California-source business incone or loss (this is known as
intrastate apportionnent), which it aggregates with its own California-source
nonbusi ness incone or loss. |If the result is a net operating |oss, that taxpayer
will carry the NOL forward to be deducted against its California-source inconme in
subsequent years. Because each nenber of a conbi ned reporting group tracks and
applies its own NOL, there is generally no need for special rules to account for
menbers entering or | eaving the combi ned reporting group.

California |l aw i nposes an NOL |imtation for any year in which a water’ s-edge

election is in effect (water’s-edge NOL |imtation). |If a water’s-edge taxpayer
has an NOL carryover froma pre-water’s-edge year, it nust re-conpute its
carryover as if it had a water’s-edge election in effect in the |oss year. |If

the recomputed NOL carryover is |less than the actual NOL carryover, the
taxpayer’s NOL deduction is limted to the reconmputed anount.

For exanple, assune the following facts for a taxpayer that mekes the water’s-
edge el ection for 1998:

Carryover to

1996 1997 1998
Wor | dwi de i nconme/ NOL (stated at 50% ($300, 000) $200, 000 ($100, 000)
Wat er’ s-edge i ncome/ NOL (stated at 50% | ($150, 000) | ($50, 000) ($200, 000)

Lesser of worldw de NCL or water’s-edge
NOL (the re-conmputed NOL). ($150, 000)
Because 1997 is not a | oss year on a
wor | dwi de basis, no re-conputation is
made. $200, 000
The re-conputed 1996 NOL does not

exceed the actual 1997 incone, so there
iS no renmmining carryover to 1998. $0

In the above exanmpl e, the taxpayer had an actual NOL carryover to 1998 from
wor | dwi de years and woul d have had an even greater NOL carryover to 1998 if it
had filed water’s-edge in the previous years. However, because only the | oss
year is reconputed (1996 in the above exanple), no NOL carryover is available for
deduction in 1998.

There are inconsistencies in the way that the water’ s-edge NOL limtation
operates. The NOL carryover that can be deducted for a year with a water’ s-edge
electionis limted to the anbunt that woul d have been available if the taxpayer
had filed on a water’ s-edge basis in the loss year. This operates only as a
limtation; the NOL carryover cannot be increased if the taxpayer woul d have had
| arger NOLs on a water’s-edge basis.
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There is no conparable limtation for water’s-edge taxpayers with NOL carryovers
that end their election and go back to a worl dw de conbi ned report. Furthernore,
only the loss years are reconputed, so a fictional reconputed water’s-edge NOL
froma | oss year could be used against worl dw de incone in an intervening year
bef ore becom ng avail able to be deducted in a year with a water’s-edge el ection
as in the exanple above.

The water’s-edge NOL limtation is also inconsistent with unitary theory and with
the way that NOLs generally interact with conbined reporting. Once an NOL is
generated, normal unitary rules ascribe that NOL to a specific taxpayer nenber.
The NOL can be applied agai nst any positive California source inconme, even
nonbusi ness i nconme or inconme froma separate and distinct trade or business. |If
a taxpayer nenber with an NOL carryover is sold, that nmenmber takes its NOL
carryover with it and applies the NOL to its share of California source incone in
subsequent years. Mreover, a water’s-edge election is simlar to a break up of
a unitary group. However, termnation of a unitary relationship does not result
in the re-computation of |osses that arose during the unitary rel ationship that
is required by the water’ s-edge NOL limtation.

This provision of the bill would renmove the water’ s-edge NOL limtation.

Pol i cy Consi derati ons

The water’s-edge NOL |inmtation can be a burdensone requiremnment for

t axpayers since they are required to re-conmpute prior |l oss years on a

wat er’ s-edge basis for no reason other than to determne the NCL |imtation
These are often conpl ex conputations that require information that nay not
be readily available. This provision of the bill would elinmnate the NOL
limtation. There does not appear to be any strong theoretica
justification for the [imtation, and the |imtation is not necessary to
prevent any identified opportunity for abuse. Thus, the water’s-edge NOL
limtation does not appear to justify its conplexity or the inconsistencies
in the way the water’s-edge linitati on operates.

| npl enent ati on Consi derations

I npl enenting this provision of the bill would require sone changes to
existing tax forns and instructions and i nformation systens, which could be
acconpl i shed during the departnent's nornmal annual update.

FI SCAL | MPACT

Departnmental Costs

This provision would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The current |law water’s-edge NOL |imtation is very conmplex with few
taxpayers correctly applying recal cul ations for years not filed on a

wat er’ s-edge basis. Consequently, the revenue loss fromthis proposal woul d
be predominantly attributed to audit assessnments. It is projected that the
revenue | oss woul d be on the order of $500,000 to $1 million annually

begi nning in 2000-2001.



